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Mr. Chairman, Ranking Member Camp, and Membersi@iGommittee: Thank you for
the opportunity to testify today. My name is Wit Whitesell and | am the Director of
Policy Research at the Center for Clean Air POICZAP), a Washington, DC and
Brussels-based environmental think tank with ongleind programs in New York, San
Francisco, Mexico City, Beijing, Jakarta and mattyeo places. | am an economist who
previously served at the Federal Reserve, wheagl résponsibilities for the analysis of

financial market developments and the implementadiomonetary policy.

Since 1985, CCAP has been a recognized world leaddimate and air quality policy
and is the only independent, non-profit think tavdeking exclusively on those issues at
the local, national and international levels. CQ#dhs policymakers around the world
to develop, promote and implement innovative, miabesed solutions to major climate,

air quality and energy problems that balance bothrenmental and economic interests.

CCAP is actively working on national legislationtire United States and is advising
European governments as well as developing cosrgtieh as China, Brazil, and Mexico
on climate and energy policy. Our behind the ssel@ogues educate policymakers and
help them find economically and politically workaldolutions. Our Future Actions
Dialogue provides in-depth analyses and a “shadowegss” for climate negotiators from
30 nations from around the world to help them deveéhe post-2012 international
response to climate change. We also facilitatepalialogues with leading businesses,
environmental groups and governments in the Europgeon and the U.S. on designing
the details of future national and transatlanticmate change mitigation, adaptation and

transportation policies.

CCAP played a major role in the design and passhtiee SO2 trading system enacted
in the 1990 Clean Air Act Amendments and was thed leonsultant in the original design
of the European Union’s Emissions Trading Systel EHS). It has also helped
develop national, regional, state and local clinpatécies in the U.S. and many other
nations, including emission mitigation policies,astrgrowth initiatives, forestry policies

and innovative approaches to climate adaptation.



Mr. Chairman, CCAP strongly favors the passageapfand-trade legislation to control
greenhouse gas emissions. You have asked us to@aintoday on addressing price
volatility in climate change legislation. Alternags for climate change legislation differ
significantly in the manner in which they addressevolatility and also in the extent to
which they ensure environmental certainty and faste development of a carbon

market.

At one end of the spectrum is a carbon tax whichrriiiga Congressional intervention—
would provide certainty about the price of eachdabemissions. It would also eliminate
volatility, as there would be no carbon marketinfs would merely pay the U.S.
Treasury for their emissions. However, the traffdeo the carbon price guarantee is
that the quantity of emissions cannot be predioteguaranteed. Even if legislation
provided for a rising carbon tax over time, thecllenf the tax or its rate of increase might
be too low to achieve the reductions in emissibias we will need to meet climate

objectives.

At the other end of the spectrum is a pure capteade program that lacks an effective
method for limiting price volatility. It guarante@nnual emission levels by setting a cap
and creates a carbon market by allowing tradinganbon emission allowances. The
trading of allowances, along with allowance bankig ability of firms to carryover
extra allowances from one year to the next), gregsilated firms additional flexibility in
timing their compliance investments. However, @lnce prices may become volatile in
a cap-and-trade program. Moreover, market manipul@and excess speculation could
cause booms and busts in prices just as we hamgasesntly in commodity and financial

markets.

Today, | would like to tell you about an idea CCA&veloped called the Safe Markets
Development Approach. Itis a cap-and-trade progteat incorporates some of the
beneficial features of a carbon tax. During theyegears of the program (2012 — 2019),

it combines the greater price predictability ofealion tax with the emissions certainty of



a cap-and-trade program. As its name impliegovides "training wheels" for the
development of a new carbon market, eliminatingoopmities for market manipulation
and excess speculation while providing companiésragulators time to gain experience
with the new market. To create more predictablesgions allowance prices, the
Approach borrows time-tested methods that the edé&Reserve uses to manage interest
rates. The Safe Markets Development Approacheai$éarces cumulative emissions
reductions while allowing some fluctuation in anhesaissions as needed to stabilize
allowance prices in the early years of the progr&aginning in 2020, the program

moves to a more traditional cap-and-trade prograim annual emissions caps.

We are very pleased to have worked closely withr&mtatives Doggett and Cooper on
their bill called the Safe Markets Development Awhjch reflects these concepts. We
would like to thank them for their leadership affdr to find a middle ground solution

that both carbon tax and cap-and-trade advocatéd sapport.

Why Did CCAP Develop the Safe M ar kets Development Approach?

CCAP developed the Safe Markets Development Appréarctwo reasons. First, we are
concerned with the possibility that carbon allowepdces in a cap-and-trade program
could fluctuate widely much like the prices of atctemmodities and carbon allowances
in the European Emissions Trading System (EU ET&#&cond, we are concerned with
proposals that would set a fixed price or a fornaulacrease in carbon prices over time
that would be insufficient to reduce emissions @oto avert the worst effects of climate

change.

Chart 1 demonstrates clearly what has happeneahtonodity prices in recent years. It
shows prices since 1994 for a broad index of comtiesdhat includes energy, metals,
and agricultural goods. Prices surged to unprededdevels in mid-2008 before

collapsing in recent months.



Chart 1: A Broad Index of Commodity Prices
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Chart 2 shows the December 2009 futures priceddran allowances in the EU ETS. It
is a good barometer for emission allowance prioegeneral over the last year or so.
While allowance price fluctuations in the 2005-@0Z period were to be expected as this
was a pilot phase focused on “learning by doinige? price fluctuations in 2008 appear to
reflect the problems in the larger economy. Theepof carbon allowances peaked at
over 30 Euros per ton in mid-2008 before droppmground 10 Euros in recent months.
Application of a Safe Markets Approach in this pdrivould have stabilized those prices

and produced greater emissions reductions andaemental benefits.



Chart 2: EU CO2 Allowance Prices
(Euros/ton, Dec. 2009 futures)
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Price booms and busts may occur in financial amdnsodity markets for many reasons.
Some fluctuations in prices occur because supplydamand rises and falls. More
severe swings in prices may occur because of miatimuo, gaming of the system, and
excess speculation. In addition, financial marleessubject to herd behavior in that
investors are often influenced by the expectatainsther investors about future

developments.

In recent years, large amounts of financial capitah hedge funds, pension funds, and
endowments have moved in and out of commodity imvests, contributing to the
swings in prices. Many of these institutional istaes chose to diversify their financial
portfolios by investing in mutual funds that tramkmmodity price indexes. It is entirely
conceivable that the market for greenhouse gassemisllowances will become large
and liquid enough that the price of allowances tdlincluded in an index of commodity
prices. If so, investors placing money in a comityoddex fund would be indirectly
investing in emission allowances. The flows o&figial capital in and out of carbon
allowances from institutional investors, whetheotlgh index funds or other means,

could contribute to the creation of large fluctoas in allowance prices.



Price Volatility Under mines I nvestments That Reduce Emissions

Wide price swings would be harmful to the developt@# a new carbon market in the
United States. In the early years of a cap-andetmmogram, regulated firms will be
planning to reduce their emissions. If carbongsiare uncertain, these firms will face
more difficult investment choices. Some firms maigtakenly invest in high-cost
projects they should not have invested in whileecghmay fail to invest in low-cost
projects that should have gone forward. The oVeosits of reducing emissions would
therefore be higher than necessary. In additearsfof or the reality of manipulation in

the trading of allowances could undermine suppmrafcap-and-trade program.

Cap and Trade Provides Needed Environmental I ntegrity

Concerns about price volatility and market disropsi must be balanced with the need to
meet specific emission reduction goals that coelg hvoid the worst effects of climate
change. Itis well accepted that fixing the paéearbon permanently by law through a
carbon tax or other means may not generate suffieimission reductions to reduce
climate risks to acceptable levels. That is whyABQias anchored the Safe Markets
Development Approach in a cap-and-trade framewashich sets an emissions cap and

is widely viewed as most likely to achieve needetssions goals.

However, the Safe Markets Development Approach fiesda traditional cap-and-trade
program in its early years by shifting from enfoigiannual emissions targets to
enforcing cumulative emissions over several ye8ydoing so, we gain the ability to
create more predictable allowance prices withoatifséing environmental integrity. We
believe the weight of scientific evidence doescwnpel solutions focused only on fixed
annual emissions reductions. Carbon dioxidejG©unlike conventional air pollutants,
such as particulate matter, which have direct laaa regional health impacts based on
the concentration of the pollutants released atengime to the atmosphere. In contrast,
COyis very long-lived in the atmosphere and its impace long term rather than acute.

What matters for the climate are the cumulativdogl@reenhouse gas emissions through



2050. We care about medium term levels such asaén 2020 because it affects our
ability to meet cumulative emission goals. £4©an ideal pollutant for application of the
Safe Markets Development Approach as we do notdageshort-term environmental

health trade-off by allowing some year-to-year ahbility in cap levels.

How Doesthe Safe M ar kets Development Approach Work?

Between 2012 and 2019, Phase | of the programmdependent Board would manage
carbon prices to achieve price predictability arektrenvironmental goals. Before each
year, the Board will publish a forecast for theirenPhase | period which will include
gradually rising allowance prices and declining ®siuns needed to reach a hard 2020
emission cap. The forecast price for the comiray yéll be set as a target price for that
year. The Board will adjust the number of allowessold in quarterly auctions during
the year to keep the average allowance price toy#ar fairly close to the target price.
The Board will consider both the auction and thebsdary markets in deciding how
many allowances to sell. Regulated firms will leerpitted to bank a small number of
allowances year-to-year. That will help maintdia price target and provide a cushion
for regulated firms so they don't need to buy theber of allowances that exactly
matches their emissions for the year. The relaiability of prices within a trading year,
along with limits on allowance banking, will elinate opportunities for manipulation,
gaming of the system, and excess speculationoae tiypes of behavior would fail to

move market prices.

This method of setting a price target and manatfirgauction process to maintain that
price is adapted from the procedures the FedersgiRe (Fed) uses in managing interest
rates. Many people think that the Fed directlg $le¢ key interest rate it uses to
implement monetary policy. However, the truthhattthe Fed does not directly control
that interest rate. The interest rate is deterchine private sector market in which more
than $100 billion is traded every day. The Feekttd achieve its target interest rate by
announcing the target and then using auctionsatieatalled open market operations.

The Fed adjusts the size of these auctions as deéed@ehieve its target interest rate on



average in trading in the private sector marketil®some trading occurs at interest
rates slightly different from the Fed's target, Bael is very successful at keeping most
trading close to the target. The resulting priedility also means that market

manipulation and excess speculation are virtuddgeat from this market.

One of the strengths of the Safe Markets Developpproach to cap-and-trade
relative to a carbon tax is that the Board willaszss progress at the end of each year and
adjust the allowance price to stay on track for tmgehe 2020 emissions goal. To do
this, at the end of the year, the Board will corepactual emissions with its prior
expectations. It will then revise its forecastprpath if needed to ensure that the trend
path of gradual emissions reductions is in linadbieve the 2020 emissions target. In
deciding whether to modify its price and emissitorecast each year, the Board will
analyze the reasons why actual emissions duringribeyear were above or below the
forecasted level. If the differences are attriblédo temporary influences, such as
unusual weather or transitory fluctuations in eguiwoactivity and energy use, the Board
will not adjust the forecast path for prices. Td&mmporary factors are expected to

average out over time.

If the differences are likely to persist in futyears, such as changes in the baseline
emissions intensity of the economy (i.e., the eimmssper unit of gross domestic
product) or in the long run costs of new technolagyeduce emissions, the Board will
revise the overall forecast path for prices. Afétempleting its review of the price
forecast, the Board will announce its target pfarehe year ahead. The Board must
then provide a full report to Congress in writimgdan testimony before the appropriate
committees in both the House and Senate. Thetreylbassess the progress toward
emissions goals, the effectiveness of the prognarogolures, the behavior of carbon
markets, the revision — if any — in the price fast and the reasons why the Board

chose the coming year’s target price.

Chart 3 is a simple example of how the Board wadplist its forecast price path to meet

2020 emission goals. The Board's initial forecdstsing allowance prices is the solid
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blue line. That price path would be designed tueae a gradual decline in emissions,
such as that shown by the lower black line withasqumarkers. Actual emissions might
come in above or below expectations in the firsirydn the example shown by the
round dot, actual emissions exceed expectatidrsmissions were higher than expected
because of temporary factors, the Board would nmakehange in its price forecast.
However, the chart assumes a worst case situatioere the excess emissions are
largely attributable to causes likely to persistuture years. The Board therefore needs
to revise up its price forecast, as shown by tiehed blue line. The revised forecast

path for emissions is the dashed red line witmglia markers.

Chart 3: An Example of the Safe M ar kets Development Approach
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The Board would consider adjustments in the fortgmase path each year. In some
years, actual emissions will be below expectatiprst,as they would be this year if this
program had been in effect because of weaknesslee aconomy. In those years, if
emissions were likely to continue to be below aragiexpectations, the price forecast
could be lowered. Ultimately, the Safe Markets Elepment Approach ensures that
emissions will be on a gradual path to the speeifiissions goal for 2020 and should be
very close to the cumulative emissions requireduph 2020. To the extent that
cumulative emissions exceed the required leveis sthall amount will be automatically
made up in the next ten-year period. If cumuéagmissions come in less than expected
during Phase |, it would be taken as a gain foretingronment and no upward adjustment

would be made in future allowances.

We believe this approach will be more effectiventieéther a safety valve (which sets a
price at which allowances will automatically beued) or an allowance reserve (which
creates a reserve pool of allowances that aresedeat a given threshold price). Both of
these price ceiling approaches are less effectigerdrolling price volatility and, even
more importantly, involve much greater environmerigks. With either a safety valve
or an allowance reserve, if the price ceiling tusosto be too low, a large amount of
allowances will be released. When a safety vauesed, the cumulative emissions
budget is violated. In the case of an allowansemes, the borrowing of allowances from
the future may be so substantial that it can nbeeepaid except at an allowance price
that causes severe economic harm. Thus, withrefitbese price ceiling approaches,
the crucial cumulative emissions budget and thenate environmental goal could be

profoundly threatened.

Beginning in 2020, the Safe Markets Developmentrdpph will transition to a
traditional cap-and-trade program, with hard anmuailssion caps and looser limits on
allowance banking. Alternatively, the featuresdugePhase | could be continued. The
Board will conduct a thorough review of the progrian2017 and include any
recommendations for adjustments in the design featior Phase 1. The experience

gained by regulated firms and by market reguladoreng the early years of the program
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will help ensure confidence in the operation of ¢thebon market when the "training

wheels" are removed.

In sum, CCAP believes that the Safe Markets Dewetag Approach combines the best
features of cap-and-trade and carbon taxes: WUiges a high level of environmental
integrity along with predictable carbon pricesellminates incentives for manipulation
and speculative excess in the early years of thgram, thereby creating confidence in a
new carbon market.



